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The Significance of Depreciation Reserves 
A D E P R E C I A T I O N reserve, stripped of practical technicalities, should repre-
sent the amount recovered, or to be recov-
ered, from customers on account of charges 
for cost, less disbursements made, or lia-
bilities incurred for replacement of prop-
erty. 
A depreciation reserve is created in the-
ory, or perhaps it should be said, under one 
fairly well-settled theory, because property, 
which represents an investment of capital, 
ultimately will lose its value, and unless, 
in the meantime, the cost has been recov-
ered, or put in the way of being recovered, 
from those to whose service it has been de-
voted, the capital of the enterprise will 
have become impaired. 
Goods or services, sold to customers, for 
cash, or on account, comprehend in their 
price the recovery of all costs, plus a margin 
for profit. It is beside the point to argue 
that prices are determined by competitive 
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conditions and not by the addition of profit 
to cost. Two facts are obvious. If nothing 
for profit is included in the price, there will 
be no return on investment. If there is no 
profit, and costs are not recovered, capital 
will become impaired. 
The objective of trade, or of service, is 
the recovery of cash in exchange for goods 
or services. The purposes are three-fold. 
The first purpose is to provide for the pur-
chase of other goods or services. The sec-
ond purpose is to provide for the replace-
ment of service property and equipment. 
The third purpose is to separate the profit 
element from the costs, in order that the 
former may be distributed as dividends or 
otherwise appropriated. 
A program such as the foregoing would 
call for the gradual passing of amounts rep-
resented by property assets into amounts 
representing current assets. In other words, 
there would be a realization of amounts in-
vested in fixed property. Subject to losses 
en route, because of uncollectible accounts, 
the amount detached from the fixed prop-
erty cost and put in line for recovery would 
rest ultimately in the cash. 
It is apparent, therefore, that a reserve 
for depreciation should have a significance 
beyond that of reflecting the decline in 
value of the property asset. Capital which 
originally was invested in fixed property, 
has been transferred by way of the trading 
process, and for a purpose, to the current 
assets. The purpose is to have available, 
current funds out of which the property 
may be replaced. 
It is apparent, further, that having got-
ten into the current field, there are various 
things to be considered. Is it incumbent 
upon the corporation officials who are re-
sponsible for major policies to fund the 
amount recovered from customers on ac-
count of depreciation in order that it may 
be available when needed? If not, to what 
extent may the amount recovered be em-
ployed in current operations? Is it not 
possible that a company with a rapidly ex-
panding volume of sales may be tempted 
beyond good judgment to utilize the depre-
ciation fund, whether so called or not, to 
finance the growth of the business, and be 
pressed for funds with which to replace 
property? 
There is little enthusiasm generally for 
the policy of funding a depreciation re-
serve. The argument against it is that 
suitable investments will return not over 
four or five per cent., whereas any profit-
able business is able to earn in excess of 
those rates. "Why," it is asked, "should 
the money be put into securities when it 
may be used more profitably in the busi-
ness?" 
Only one practical answer is found for 
the question. As long as it is more profi-
able to employ them in the business and as 
long as replacement needs are anticipated 
sufficiently in advance, and the accumu-
lation of ready funds is begun in time, or 
as long as the credit of the concern will be 
adequate at all times, it would be un-
economical to invest depreciation funds in 
securities. On the other hand, vigilance in 
financing may indicate at times the desir-
ability of call loans or marketable securities 
as temporary substitutes for bank deposits. 
But regardless of the utilization of funds 
recovered from customers, it is obvious 
that a depreciation reserve, in theory, has 
a dual significance, one of which is to re-
flect the amount recovered, or in process of 
recovery, less any amounts which may have 
been expended for replacements. This, 
probably, is the real reason why, for many 
years; depreciation reserves were shown 
broad on the balance sheet, instead of be-
ing deducted from the asset, as is now, al-
most universally, the practice. If one were 
to resort to fine-spun theory, it would be 
proper to consider as an adjustment against 
the reserve the depreciation element of any 
accounts which had proved uncollectible. 
Practice, however, finds a situation far 
different with respect to depreciation re-
serves. What they represent is dependent 
largely upon the policy and practice of each 
concern. The representation may be influ-
enced by the industry, or by the field of 
activity in which a particular concern is 
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engaged. The amount of the reserve may 
have been determined as the result of a 
definite depreciation program, or it may 
have been dictated by expediency. 
Within the recollection of many living 
in the present era, there was a time when 
the principle of recognizing depreciation in 
the accounts was not universally accepted. 
Some of the earlier court decisions agreed 
with the views of those who refused to 
accept the principle. Today, after some 
twenty years of discussion, depreciation is 
acknowledged by all. There is still as much 
controversy as ever concerning the manner 
in which depreciation manifests itself. Con-
sequently, there are sharp differences of 
opinion as to how depreciation should be 
treated in the accounts. As a result, de-
preciation reserves have a variety of mean-
ings. 
The Interstate Commerce Commission 
has been the pioneer in the cause of depre-
ciation. But even yet, so complicated is 
the subject, it has not seen fit to force its 
views on the carriers. The date for filing 
briefs and exceptions on a plan proposed 
by the Commission, expired November 1, 
1929. After that oral arguments were to 
be heard. The future will dispose of the 
issue. 
The views of the Commission are clearly 
expressed in the following excerpt from the 
proposed plan: 
"That even with complete maintenance 
depreciation will still occur; that deprecia-
tion includes the effect not only of wear 
and tear and the action of the elements but 
also of such obsolescence or inadequacy as 
may be foreseen, but not unusual and un-
foreseen losses from sudden obsolescence, 
fires, or other like casualties; that depre-
ciation charges are a part of the cost of 
operation; that depreciation accounting 
should be applied to all items of property 
having a service life of substantially more 
than one year; that useful life in years is 
the controlling factor; that such service 
lives can be estimated with sufficient ac-
curacy for depreciation accounting pur-
poses; that a schedule showing the service 
lives upon which depreciation rates are 
based is essential; that depreciation ac-
cruals should be based upon original cost, 
and not upon the cost of replacement in 
kind; that net salvage is a proper deduc-
tion from cost in computing the depre-
ciable investment; that the straight-line 
method may properly be used in determin-
ing the annual charges; that depreciation 
rates may be computed and applied to a 
composite base; that depreciation reserves 
may be kept and applied upon a group 
basis; that appropriate records must be 
maintained to substantiate the rates and 
service lives used; that, when necessary, 
past accrued depreciation can and may be 
computed; that under certain circum-
stances amortization may be substituted 
for ordinary depreciation accounting; and 
that provision may properly be made to 
spread over the period of use, the cost of 
important sub-units of property which are 
replaced periodically during the service life 
of a general unit." 
The essence of the foregoing is embodied 
in the four following requirements: 
"Useful life in years is the controlling 
factor." 
"Depreciation accruals should be based 
upon original cost." 
"The straight-line method may properly 
be used in determining the annual 
charges." 
"Depreciation charges are a part of the 
cost of operation." 
If these principles were to prevail, depre-
ciation reserves would have a fairly uni-
form significance. But sundry different 
views have resulted in a situation to the 
contrary. 
First. Useful life, as a basis, has been 
challenged because of the difficulty of de-
termining such life, and the inconsistencies 
which result from the attempt. Yet, cer-
tain of the telephone companies, by pains-
taking research, have proved the fallacy of 
the objection, at least in so far as telephone 
property is concerned. 
Second. The practice of valuing prop-
erty on the basis of replacement rather 
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than original cost has given rise to reserves 
which compound and magnify the incon-
sistencies of useful life determination. 
Third. The straight-line method has 
been criticized for producing inflexible and 
excessive charges which it is claimed would 
be overcome by using the sinking-fund 
method. 
Fourth. The prescription with regard to 
charging depreciation as a part of the cost 
of operation has met with objection because 
it is held to allow no discretion to manage-
ment as to where such charges should rest. 
It has been advocated by some objectors 
that the exhaustion expense of property 
should be charged when and as it occurs 
and that whether the expense is chargeable 
to cost of operations or against surplus is 
a matter entirely within the discretion of 
management. 
Thus, it will be seen that there are many 
forces contending against uniformity. There 
is a tendency on the part of management to 
resent and oppose group control and pro-
cedure which is obligatory and binding 
upon it. 
With depreciation in its present status, 
accountancy is faced with a difficult prob-
lem. There are no definite standards 
whereby the depreciation procedure of a 
given concern may be judged. It must 
suffice then, in reviewing the accounts, to 
go behind the depreciation reserve suf-
ficiently far to ascertain what the policy 
of a concern has been and in the light of 
the circumstances to determine whether or 
not the treatment of depreciation has been 
logical and reasonable and whether or not 
all the pertinent facts are displayed in the 
financial statements. 
